Using data from the European Social Survey (ESS), we examine the link between income and subjective well-being. We find that, for the whole sample of nineteen European countries, although income is positively correlated with both happiness and life satisfaction, reference income exerts a negative effect on individual well-being, a result consistent with the relative utility hypothesis. Performing separate analyses for some Eastern European countries, we also find some evidence of a 'tunnel effect', in that reference income has a positive impact on subjective well-being. Our findings support the view that in environments with stable income and employment, reference income serves as a basis for social comparisons, whereas in relatively volatile environments, it is used as a source of information for forming expectations about future status.
norms, social comparisons, and reference values influence individuals' subjective evaluation of their economic situation, weakening the relationship between income and happiness one could observe based only on absolute income. As Clark and Oswald (1996) show, using regression analysis and controlling for standard individual and demographic characteristics, utility depends on income relative to some reference or comparison income, based on the predicted income of 'people like you'. Defining the reference group to include those with similar education, similar age and living in the same region, Ferrer-I-Carbonell (2005) finds that income of the reference group is as important as own income for individuals' happiness. McBride (2001) uses all those in the same age group, within 5 years younger or older than the individual concerned, while Easterlin (1995) implicitly assumes that individuals compare themselves with all the other citizens of the same country. In an earlier study, Van de Stadt et al. (1985) define the reference group according to education level, age and employment status. Rizzo and Zeckhauser (2003) and Mas (2006) are notable examples of recent studies highlighting the importance of reference points as determinants of actual behavior.
An alternative explanation focuses on individuals' comparisons with their own income or economic situation in the past. As Easterlin (2001) argues, individuals adapt to their economic circumstances so that changes in income have only transitory effects on well-being. This is consistent with a large body of research in psychology providing evidence of adaptation, following Brickman and Campbell's (1971) 'hedonic treadmill' hypothesis. Although Van Praag (1971) and Van Praag and Kapteyn (1973) were the first economists to explore this hypothesis, or, as they called it, the "preference drift" phenomenon, the notion of adaptation was not embraced with the same enthusiasm in the economics literature. Nevertheless, there is an increasing consensus that understanding the process of adaptation and changing aspirations is important for our understanding of economic behaviour (see Kahneman and Krueger, 2006 happiness and satisfaction form part of a subjective well-being construct, it is heuristically useful to measure and analyse them separately.
After controlling for standard personal and demographic characteristics, our emphasis is on assessing whether social comparisons and reference groups exert a significant influence on individuals' subjective well-being. Perhaps not surprisingly, we find that absolute income has a positive effect on both happiness and life satisfaction. Nevertheless, we also find that such a relationship weakens when we include an individual's reference income as an explanatory variable. Using two different operational definitions of reference income, we find that this has a negative impact on subjective well-being for the nineteen European countries as a whole. In this respect, our results provide additional support to the idea of relative utility and the importance of reference groups in influencing subjective evaluation of well-being.
Interestingly, performing separate analyses for some Eastern European countries, we find some evidence that reference group's income exerts a positive influence on individual happiness and life satisfaction, which lends support to Hirschman's (1973) 'tunnel effect' conjecture. Therefore, it seems that in these countries reference income does not influence individuals' well-being through social comparisons, but rather through their informational content, which individuals use in order to form expectations about their future economic situation.
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The layout of the remainder of the paper is as follows. Section 2 describes the data and the empirical framework. Section 3 presents the empirical findings and discusses their policy implications. Section 4 offers some concluding remarks. 
Data and empirical framework
where i z is a vector of explanatory variables describing individual and firm characteristics, β is a vector of parameters to be estimated and i e is a random error term, normally distributed.
The observed and coded discrete dependent variable i S is determined from the model as follows: where i µ represents thresholds to be estimated (along with the parameter vector β ).
Positive signs for the estimated parameters β indicate higher levels of life satisfaction as the value of the associated variable increases. 6 The ESS data provides also information on a rich set of standard demographic and labour market characteristics that we use as controls in our life satisfaction and happiness regressions. Such controls include personal characteristics, education, 6 For a discussion of the ordered probit model see McKelvey and Zavoina (1975) labour force status, establishment size, income and health. Information on past unemployment experience is also used to evaluate whether individuals' perceptions about their current economic situation is influenced by past income shocks, usually associated with unemployment. To measure reference income, our main variable of interest, we use two main proxies. Table 1 reports the results for life satisfaction regressions. Column (1) reports the regression results with reference income being excluded as an explanatory variable.
Empirical findings
As the estimated coefficients in column 1 show, the results are generally consistent with those of previous studies and hardly surprising. As the estimated coefficients reveal, men tend to report lower satisfaction than women, while life satisfaction exhibits a U-shaped relationship with age. This is a pattern, well documented in the attributed also to differences in the extent to which unemployment across these countries has become a social norm.
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Higher absolute income is associated with higher life satisfaction, with a clear pattern of the estimated coefficients for incomes above the income bracket above 350-460 Euros (the omitted category) being positive and statistically significant, while the coefficients for incomes below the 350 Euros being negative. Therefore, it appears that, across Europe, "income buys happiness". 11 In columns (2) and (3), we reexamine this conjecture by controlling for relative income, and to assess the extent at which comparison effects may weaken the link between income and happiness. As shown in column (2), reference income (Proxy 1) has a negative and significant effect, suggesting that comparison effects in life satisfaction are present. The same result emerges using an alternative proxy for relative income (Proxy 2) in column (3).
In Table 2 , we repeat the analysis using self-reported happiness scores as the dependent variable instead of life satisfaction. Results are generally similar to those for life satisfaction in Table 1 , with only slight differences in the size of the estimated coefficients. It is worth noting, for example, that income coefficients in the happiness regression tend to be 'smaller' than those in the life satisfaction regressions. This is consistent with the view that happiness is " a broader" concept than life satisfaction, with perhaps the impact of economic factors on happiness being mitigated by the influence of factors affecting individuals' well-being in the life domain. In this respect, the larger coefficient of being married (a positive life event/state) in the happiness regression compared to that in the life satisfaction regression is not surprising. In the same spirit, the negative coefficient for the presence of children is smaller than that in Table 1 . Interestingly, comparison effects are stronger in the case of happiness than in the case of life satisfaction regressions. As reported in columns (2) and (3), the estimated coefficients of reference income are significantly higher than those in Table 1 .
When repeating the analysis, by limiting our sample to the Eastern European countries (see Table 3 ) any evidence of comparison effects seems to disappear. This effect is more prominent in Table 4 , where we re-estimate the happiness regression for the Eastern European countries. In this case, there is some evidence not only that comparison effects disappear, but also that reference income exerts a positive and significant effect on happiness, suggesting the presence of a "tunnel effect" (see In this paper, we have re-examined the link between income and subjective well-being for a number of European countries, paying particular attention to whether relative income is indeed an important determinant of subjective well-being. Our results tend to support the relative utility hypothesis, in that the income of a reference group exerts a negative effect on well-being, even after controlling for absolute income and other personal and demographic characteristics. More intriguing, perhaps, is the fact that such social comparison effects tend to disappear when we limit our analysis to the Eastern European countries. In the case of Eastern Europe, reference income has a positive effect on happiness, consistently with the presence of a 'tunnel effect'. To the extent that the 'pursuit of happiness' enters the political agenda, our results highlight the existence of a clear wedge between Western and Easter European countries that can have important implications for the design of welfare reforms and income redistribution policies. If, as our results seem to imply, an increasing income gap between the rich and poor reduces well-being due to social comparisons, alleviating income inequality moves higher up in the policy agenda. In contrast, if higher inequality raises the expectations of the poor that they are to enjoy higher incomes in the future (i.e. 'tunnel effect'), then increased income inequality during rapid growth at the early stages of reforms becomes socially and politically more acceptable. European Economic Review, 4, 33-62. All individuals who are in the age range of 5 years younger and 5 years older than the individual concerned, (by year by country) 6.347 6.368
Proxy 2 All individuals with a similar education level, inside the same age bracket, and living in the same country (by year) 6.428 6.464 
